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INTRODUCTION

f Americans were forced to rely solely upon their individual savings for
support in retirement, most elders would confront diminished
lifestyles.' Fortunately, that currently is not the case. However, the
insufficient level of individual retirement savings is alarming.2 The
looming retirement landscape poses a myriad of challenges to government
leaders, businesses, and individuals. Among the contributing problems are
impending Social Security shortfalls, corporate mishandling of retirement
funds and legislation that bypasses the retirement needs of many.
In drawing attention to the need for innovative retirement savings
ideas, one analyst noted that "the current system does little for the tens of
millions of low and moderate-income families who have no pensions and
are financially insecure - except perhaps to raise their taxes.",4 There is
ongoing concern over whether Social Security will be able to continue to
function successfully. 5 Many have called for pension reform, especially in
light of the Enron debacle and other recent scandals that demonstrate the
dangers of relying upon employer-sponsored pension plans to meet
financial needs in retirement. 6 The focus here is on the aspect of retirement
savings that has been placed lower on the list of reforms-that of
individual savings. Particularly, the author suggests that legislators and
policy-makers must re-examine the role of the Individual Retirement

I. See Jonathan Barry Forman, Universal Pensions, 2 CHAP. L. REV. 95, 95 (1999)
(citing statistics to show that "[m]ost Americans are not saving enough for their
retirement."). See also BRIAN W. CASHELL, LIBRARY OF CONGRESS, SOCIAL SECURITY,
SAVINGS, AND THE ECONOMY 6 (Cong. Res. Serv. Rep. No. RL30708, Feb. 15, 2001), at
http://www.house.gov/markgreen/crs.htm, Long Reports, RL30708 (on file with author)
(setting forth results of various studies that show retirement savings in American are
insufficient).
2.
See Forman, supra note 1,at 95-96 (discussing the savings shortfall and its
effects).
3.
See discussion infra Part II.
4.
Martin A. Sullivan, With Little Fanfare, Gephardt Introduces Sweeping
Pension Reform, 95 TAx NOTES 1709, 1714 (2002).
5.
See GEOFFREY KOLLMANN & DAWN NUSCHLER, LIBRARY OF CONGRESS, SOCIAL

SECURITY REFORM 2 (Cong. Res. Serv. Issue Brief No. 1B98048, Sept. 10, 2002), at
http://www.house.gov/markgreen/crs.htm, Issue Briefs, IB98048 (on file with author)
(relaying that the majority of respondents in one public opinion poll were skeptical about the
ability of the system to meet its future obligations).
6.
See Andrew L. Gaines, An Introduction to Defined Contribution Plans, in
UNDERSTANDING ERISA 2002, at 77, 83-84 (PLI Tax Law & Practice Course, Handbook

Series No. 536, 2002) (noting that the enormous losses sustained by Enron employees has
alerted the public as well as lawmakers to the risks that are associated with some employer
plans, especially those which consist largely of company stock).
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Account (IRA) from a fresh perspective and institute changes that would
promise greater financial security for the country's aging population.7
This comment scrutinizes the role IRAs play in retirement savings
through discussion of the current law in key areas, and suggestions are
made to better align the IRA with its intended purpose. 8 The author first
finds fault with the "back-loaded" Roth IRA and suggests that eliminating
this alternative would reduce the complexity and uncertainty of individual
savings. 9 The next two parts explore changes that should be made to
promote retirement savings through IRAs, especially among those
individuals who are not saving at all.' 0 In particular, the paper looks at
recent legislation increasing contribution limits and suggests that legislators
should shift their focus away from such increases and in the direction of
making the modest savers' credit recently enacted permanent and
refundable. The comment then more closely explores the complexities of
taxation of withdrawals, suggesting that an easier, more equitable flat rate
taxation structure should be implemented. ' Finally, a proposal is presented
for integrating Social Security with IRAs. By earmarking the revenues
collected from the taxation of IRA withdrawals for payment of Social
Security benefits, efforts to fend off disaster could be fortified through this
new source of funding.12 Completing the discussion of current law and
suggestions for improvement, the author advises lawmakers to ensure that
the IRA remains focused on retirement savings by disallowing early
withdrawals without penalty and by maintaining required minimum
distributions. 13 Finally, in reforming the IRA, the impact of any changes on
alternative minimum tax liability should be considered, and the newly
reformed IRA should be advertised to promote its use. 14 The IRA is the
central focus of this comment, but the suggestions for change are geared
toward enhancing the overall retirement landscape.

7.
This comment skims the surface of the intricacies of the IRA and provides the
reader with necessary background information, but because the subject is so vast in its scope
the paper will not address everything there is to know. For a detailed look at IRAs, see
Stephen Krass, Everything you Want to Know About IRAs and More, 57 INST. ON FED.
TAX'N §§ 23.01-23.06 (1999).
8.
See discussion infra Part IV.
9.
See discussion infra Part IV.A.
10.
See discussion infra Parts IV.B, IV.C.
II.
See discussion infra Part IV.D.
12.
See discussion infra Part IV.E.
13.
See discussion infra Part IV.F.
14.
See discussion infra Part IV.G.

NORTHERN ILLINOIS UNIVERSITY LA W REVIEW

II.

[Vol. 24

THE LANDSCAPE OF RETIREMENT

"Commentators typically describe a tripartite system that enables and
encourages the provision of income security for individuals in the years
following their retirement from the workforce: Social Security, employerprovided pensions, and individual savings."'' 5 The IRA, non-existent before
1974, now represents a critical element in the retirement savings
landscape.'6 There has been a marked shift away from traditional defined
benefit pension plans, 17 which normally provide more certainty and less
risk in retirement planning,' 8 toward an approach that emphasizes
individual responsibility for one's future.' 9 In a society that generally
values consumption more highly than savings, ° such a shift could
potentially undermine Americans' goal of being able to maintain the same
comfort level in retirement as they have enjoyed during their working
years. 21
Defined contribution plans have over time been growing into the giant
of the employer-sponsored qualified plan, getting a huge boost by the
introduction of the popular 401(k) plan in 1978.22 Many employers that do
still sponsor defined benefit plans are now moving to cash balance plans,
causing employees to take lump sum distributions that are often rolled over

15.
Michael J. Graetz, The Troubled Marriage of Retirement Security and Tax
Policies, 135 U. PA. L. REV. 851, 852-53 (1987).
16.
See Richard L. Kaplan, Retirement Funding and the Curious Evolution of
Individual Retirement Accounts, 7 ELDER L.J. 283, 292 (1999) (stating that increasing
growth in IRA accounts have led them to be ranked highly among the largest assets in a
retiree's total plan. Historically, home ownership constituted a more significant aspect of
individual retirement savings).
17.
See Robert L. Clark & Sylvester J.Schieber, Taking the Subsidy Out of Early

Retirement: Converting to Hybrid Pensions, in

INNOVATIONS IN RETIREMENT FINANCING

149, 149 (Olivia S. Mitchell et al., eds., 2000).
18.
See Graetz, supra note 15, at 890-91 (discussing the trend away from defined
benefit toward defined contribution plans and the resulting shift of risk from employers to
employees).
19.
See Gaines, supra note 6, at 100.
20. See Zvi Bodie et al., Analyzing and Managing Retirement Risks, in
INNOVATIONS IN RETIREMENT FINANCING

3, 4 (Olivia S. Mitchell et al., eds., 2002) ("[S]ome

people find it unpleasant if not impossible to defer consumption.").
21.
See Graetz, supra note 15, at 855 (discussing the goals that should be kept in
mind when defining a national retirement security policy).
22. See Gaines, supra note 6, at 79. A discussion of 401(k) plans is beyond the
scope of this paper. It should be sufficient to note that it is a cash or deferred arrangement
that derives its name from the section of the Tax Code which sets forth its requirements.
Generally, it is a plan in which an employee contributes before-tax dollars to a retirement
savings account sponsored by an employer. See I.R.C. § 401(k) (2000).
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into IRA accounts. 23 The Bush Administration has recently shown its
support for allowing companies to switch to such controversial cash
balance hybrid plans, 24 opening the door to even higher IRA account
balances and more uncertainty for workers who are nearing retirement.2 5
Much IRA savings is accomplished through the use of equities,26 and of
course no one can predict the future performance of the stock market. The
recent demise of Enron and the alarmingly high rate of shortfalls in
employer-provided pension plan funds 27 further suggest that retirement
savings are vulnerable and highly risky if not adequately diversified. 28
Overall, these recent events concerning pensions highlight the increasing
uncertainty, risk, and responsibility placed on individuals for their comfort
in the future.
In the Hearing on Retirement Security and Defined Benefit Pension
Plans, Senior Pension Fellow Ron Gebhardtsbauer of the American
Academy of Actuaries presented detailed testimony concerning the effects
of the switch from defined benefit to defined contribution plans. 29 He noted

23.
See Gaines, supra note 6, at 80.
24.
See Richard A. Oppel Jr., Administration Proposes Rules That Can Alter
Pension Plans, N.Y. TIMES, Dec. 10, 2002, at Cl. A discussion of cash balance plans is
beyond the scope of this paper. The reasons for introducing the topic here are its relevance
to the changing retirement landscape and that it demonstrates the need for individuals to
take responsibility for ensuring for themselves a comfortable future.
25.
See Michael S. McKinney, Comment, The Roth IRA-Will it Increase Savings?,
66 TENN. L. REV. 847, 857 (1999) (discussing the adverse effects of uncertainty in
planning).
26.
See Kaplan, supra note 16, at 291 (noting that taxpayers have increasingly
begun to fund their retirement accounts with capital assets such as stocks, despite the fact
that they cannot benefit from the advantageous capital gains rate that they would normally
be able to utilize with these types of investments).
27.
See Cassell Bryan-Low & Robin Sidel, The Pension-Plan Pit: Major
Companies Face Shortfall of Billions of Dollars, WALL ST. J., Oct. I1, 2002, at Cl
(estimating that by the end of 2002, the shortfall in funding for pension plans among the
S&P 500 that offer them will amount to $243 billion).
28.
See Philip R. Fink, 401(k) Plans Are Not All They Are 'Cracked Up' to Be, 69
PRAC. TAX STRATEGIES 214, 214 (2002).

"After the Enron debacle, with thousands of

employees and retirees losing most of the value of their 401(k) plans, it is necessary to take
a fresh look at these retirement plans." Id. A discussion of the highly-publicized Enron
scandal is beyond the scope of this paper. Information concerning that scandal and the
activity it has spurred in Congress can be found in PATRICK J. PURCELL, LIBRARY OF
CONGRESS, THE ENRON BANKRUPTCY AND EMPLOYER STOCK IN RETIREMENT PLANS (Cong.
Res. Serv. Rep. No. RS21115, Mar. I1, 2002), at http://www.house.gov/markgreen/crs.htm,
Short Reports, RS21115 (on file with author).
29.
See generally Hearing on Retirement Security and Defined Benefit Pension
Plans Before the Subcomm. on Oversight of the House Comm. on Ways and Means, 107th
Cong. (2002) (testimony of Ron Gebhardtsbauer), 2002 WL 20318369.
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that the trend is alarming because it reduces retirement security by
subjecting workers to the cyclical effects of the stock market, removing the
certainty they need to make an effective retirement plan, and allowing them
3
to draw out their savings from plans such as 401(k)s prior to retirement.:
Of particular concern is the inadequate level of retirement savings
among lower- and middle-class workers and those who are not benefiting
from employer-sponsored retirement plans. 31 Those who do not benefit
from employer-sponsored plans and who are less likely to utilize other taxadvantaged savings tools will necessarily depend more upon Social
Security, even in its increasingly unstable state, 32 to meet their retirement
income needs.33
If workers cannot count on employer pensions, they might hope to
receive a comfortable, stable retirement in exchange for the taxes they have
been paying into Social Security. However, the stability of the Social
Security system has been the subject of much debate, and many recent
Social Security reform proposals have focused on a more individualized
approach.34 In fact, one might argue that any solution must necessarily
involve some sort of personal savings account. 35 "[W]hether the creation
of individual accounts is considered part of or separate from Social
Security reform, it is part of an effort to shore up retirement planning and
expectations-to shore up the nation's retirement system in the
aggregate. 36 Proponents of individual accounts argue that we now have the

30. See id.
31.
See Colleen E. Medill, Targeted Pension Reform, 27 J. LEGIS. 1, 4 (2001)
(pointing out that those who are most in danger of inadequate retirement savings are the
lower-income workers unable to afford to make contributions to IRAs or defined
contribution plans such as 401 (k)s).
32. See DAVID KolTz, SEEKING MIDDLE GROUND ON SOCIAL SECURITY REFORM 2
(2001). In State of the Union addresses, President Clinton mentioned the need for Social
Security reform. See id. The need to address eventual funding shortfalls has been addressed
often by commissions, advisory boards, and Congress, yet nothing significant has been done
to date. See id. at 2-3.
33. See Graetz, supra note 15, at 855-56. "Presumably, wealthier retirees will own
investment assets that will produce adequate investment income for consumption during
retirement." Id. at 856.
34. See KoiTz, supra note 32, at 2. See generally GEOFFREY KOLLMANN, LIBRARY
OF CONGRESS,

SOCIAL SECURITY REFORM:

How MUCH OF A ROLE COULD PERSONAL

RETIREMENT ACCOUNTS PLAY? (Cong. Res. Serv. Rep. No. 98-195EPW, May 15, 2002), at

http://www.house.gov/markgreen/crs.htm, Issue Briefs, 98-195 (on file with author)
(examining various suggestions for utilizing personal accounts).
35. See KoITz, supra note 32, at 78 (suggesting that some version of individual
accounts will play a part in the final scheme of reformation enacted because they serve as a
middle ground between privatization and maintaining the status quo).
36. See id. at 47.
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financial infrastructure to support a system that would place responsibility
for one's future on one's own shoulders, rather than face the risk that
younger workers will someday suffer an unbearable tax burden to support
retirees.37 Nevertheless, as with defined contribution pension plans,
individuals would then bear more risk of potentially poor stock market
performance or ill-advised investments.
Exacerbating the problems of the changing landscape of retirement is
the tendency for lawmakers to legislate pension policy based on budgetary
demands rather than attempting to establish a stable, workable retirement
landscape that provides the appropriate mixture of assistance and
incentives. Rather than scrambling to enact a new individualized vehicle
to combat the evils of Social Security, lawmakers should begin to reform
the retirement savings landscape by re-examining the instrument already in
place to promote individual savings.

III. IRA

BASICS

IRAs have been expanded since their introduction and now include six
variations. 39 This part of the paper provides a brief history and background
information on two types of IRAs-the traditional and the Roth.41 Begun
as a laudable initiative to assist those who did not have the benefit of
saving through an employer-provided retirement plan,42 the IRA has been
the subject of much debate.4 3 Over time, it has developed into a tool used
by policy-makers to stimulate savings in any form.44 Although promotion
of savings in and of itself is a worthy objective,4 5 many commentators

37.
See id. at 2.
38.
See Medill, supra note 31, at 1-2. Medill asserts that the government's pension
policy, which is the largest tax subsidy it must provide for today, is "driven . . . not by
policy, but rather by the ad hoc expediencies of the federal budget balancing process." Id.
39.
See Krass, supra note 7, at § 23.01 for a listing of available types of IRAs.
40.
For an extensive history behind the traditional IRA and an excellent comparison
between traditional and Roth IRAs, see Jolie Howard, Comment, The Roth IRA: A Viable
Savings Vehicle for Americans?, 35 Hous. L. REv. 1269 (1998).
41.
See I.R.C. §§ 408, 408A (2000) for general provisions pertaining to traditional
and Roth IRAs.
42.
See Howard, supra note 40, at 1272 (noting that deductions were initially
available only for those who were not covered by a qualified employer retirement plan).
43.
See id. at 1271-77 (outlining amendments to, and proposals to change, the IRA
from its inception up through the Taxpayer Relief Act of 1997).
44.
See Comment, supra note 25, at 861 (noting that Congress's goal was to
increase retirement savings when the traditional IRA was enacted and that the focus had
shifted toward overall savings when the Roth alternative was introduced).
45.
See Michael J. Boskin, Policy Prescriptionsfor Raising U.S. Savings, in THE
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agree that this particular vehicle once again must be geared toward its
original goal of providing help for future retirees. 46 There is considerable
debate over whether IRAs increase savings at all, 47 but that debate is
embedded within the dilemma of the overall shortage of savings in the
United States.4 8 This paper focuses on how the IRA can be refined to better
contribute to retirement savings.
A.

THE TRADITIONAL IRA

The Individual Retirement Account was introduced in 1974 as part of
the Employee Retirement Income Security Act (ERISA).49 In general
terms, an IRA is a trust that can be established through institutions such as
banks or insurance companies by taxpayers for the benefit of an
individual.5 ° Initially, deductible contributions were available only to
individuals who were not active participants in an employer-sponsored
retirement savings plan. 5' From 1981-1986, deductible IRA contributions
were universally available and their popularity soared.5 2 Currently, the law
again restricts the allowable amount for active participants 53 whose income

U.S. SAVINGS CHALLENGE 8, 8-9 (Charls E. Walker, et al., eds., 1990) (discussing the
importance of savings in sustaining economic growth).
46.
See, e.g., Kaplan, supra note 16, at 309 (stating that "IRAs have veered
somewhat off course" and that "[it is time to reconsider recent developments and return to
first principles."). See also Regina T. Jefferson, A Farewell to Pension Policy: The Impact
of Flexible IRAs on Current Tax Policy, 69 TEMPLE L. REV. 1451, 1456 (1996) (expressing
concern that allowing withdrawals for non-retirement uses undermines the retirement
savings focus).
47.
See JANE G. GRAVELLE, LIBRARY OF CONGRESS, INDIVIDUAL RETIREMENT
ACCOUNTS (IRAS): ISSUES AND PROPOSED EXPANSION 6 n.3 (Cong. Res. Serv. Rep. No.
RL30255, June il, 2001), at http//www.house.gov/markgreen/crs.htm, Long Reports,
RL30255 (on file with author) (presenting arguments of those debaters).
48.
See generally Comment, supra note 25 (providing an in-depth look at the role
of the IRA in the national savings dilemma).
49.
Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406, §
2002, 88 Stat. 829, 958-66 (codified as amended at 26 U.S.C. §§ 219, 408 (2000)).
50.
I.R.C. § 408(a) (2000). See § 408 for further requirements of establishing IRA
accounts, such as the provision that contributions (except for rollovers) must be made in
cash, restrictions on who may serve as trustee, and disallowance of certain types of
investments.
5I.
See Jefferson, supra note 46, at 1454.
52.
See Graetz, supra note 15, at 896. "The 1981 extension of IRA eligibility to all
workers produced a revenue loss more than six times greater than that which was originally
estimated." Id.
53.
See I.R.C. § 219(g)(5) (2000) for the definition of "active participant."
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is above certain levels.5 4 Taxpayers who are not eligible to contribute the
full deductible amount may still utilize non-deductible contributions (first
introduced in 1986) to take advantage of tax deferral on earnings.55
However, the efficacy of non-deductible contributions has been diminished
by the availability of the Roth IRA, discussed below. 56 The maximum
allowable contribution was recently enlarged from the long-standing cap of
$2,000 to $3,000, with additional increases scheduled. 57
One might wonder why any attention at all should be paid to the IRA
with such relatively small contribution limits. The reason is that the IRA's
popularity has grown and today it accounts for a substantial portion of
accumulated retirement savings. 58 Assets held in IRA accounts were
estimated to total around $2.65 trillion in 2000.5 9 Although $2,000 may
seem modest, contributions can accumulate to quite a sizable balance,
especially when savings begin at a young age.60 Contributing to increasing
IRA balances are more rollovers from employer-provided retirement plans
and investment of distributions taken from employer plans for reasons such
as retirement or because the employer has switched to a less desirable
plan.6'
The traditional IRA is also referred to as "front-loaded" because of the
tax benefits that accrue at the time a contribution is made.62 An eligible
taxpayer is allowed to deduct the amount contributed to an IRA account
during the taxable year 63 from his gross income in arriving at his adjustable
gross income (AGI). 64 Therefore, contributions to deductible IRAs generate

54.
55.

See discussion infra Part IV.B. 1.
See I.R.C. § 408(o) (2000). See also 3 BORIS I.

FEDERAL TAXATION OF INCOME, ESTATES AND GIFTS

BITrKER & LAWRENCE LOKKEN,

162.3.2, at 62-58 (3d ed. 2001 ).

56.
See Howard, supra note 40, at 1285-86 (pointing out that if allowable, a
contribution to a Roth IRA is a superior alternative to a non-deductible contribution to a
traditional IRA, owing to the freedom from taxation on Roth withdrawals).
57.
See discussion infra Part IV.B. 1.
58.
See Kaplan, supra note 16, at 289.
59.
See Gaines, supra note 6, at 80.
60.
For instance, if a married couple were to contribute $4,000 each year ($2,000
each for husband and wife) from age twenty-five to sixty-five, the total account balance
could grow to approximately $3.4 million by retirement at the end of that forty-year period,
assuming a 12% annual return. See INDIVIDUAL INCOME TAXES 19-22 (William H. Hoffman
et al., eds., 2000 ed.).
61.
Gaines, supra note 6, at 80-81.
62.
See GRAVELLE, supra note 47, at 3-6 (discussing the comparative tax benefits of
front-loaded versus back-loaded IRAs).
63.
See I.R.C. § 219(0(3) (2000). The law allows a contribution for a taxable year
to be made up through the time the individual must file his tax return for that yearnormally April 15. Id.
64.
See I.R.C. § 62(a)(7) (2000) (stating that the deduction allowed for IRA
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favored "above-the-line" deductions which may decrease taxes whether the
taxpayer itemizes his deductions or uses the standard deduction.65 Further
advantages ensue because reducing AGI also benefits the taxpayer in
determining deductibility of various other expenses.66 In addition, a
temporary measure was recently enacted that provides an additional tax
credit of a percentage of contributions made.67 Unless new legislation
makes it permanent, this credit will expire after 2006.68
Another significant tax advantage of IRAs is that earnings from
investments accumulate without taxes on the increase in account value.69
Deferral is desirable because, in theory, the money that would have been
used to pay taxes on the investment earnings can instead be used to
continue to produce income. 70 For the traditional IRA, that deferral extends
through the time of withdrawal. 7'
When the funds are withdrawn, they are taxed similarly to
distributions from qualified retirement plans-essentially as ordinary
income taxed at the taxpayer's ordinary income rate.72 As the discussion of
the Roth IRA will demonstrate,7 3 a taxpayer's choice of which option to
use, if both are available, must necessarily be based in part upon
speculation as to what tax bracket he will 74be in when withdrawals are
taken, as compared to his current tax bracket.
Withdrawals taken before the taxpayer reaches age fifty-nine and onehalf are subject to a 10% penalty, 75 in addition to the ordinary taxes paid,
76
which is consistent with the goal of using IRAs for retirement savings.
However, along with the shift toward promotion of savings in general,

contributions is to be subtracted from gross income in figuring AGI).
65.
See id. See also I.R.C. § 63 (2000) (explaining the standard and itemized
deductions).
See, e.g., I.R.C. § 213(a) (2000) (limiting the amount of medical expenses that
66.
can be deducted to those greater than 7.5% of AGI); I.R.C.§ 67 (2000) (providing for a 2%
of AGI floor on deductibility of miscellaneous itemized deductions).
67.
See I.R.C. § 25B (2002).
68.
See discussion infra Part IV.C. 1.
69.
See 3 BITrKER & LOKKEN, supra note 55, 62.3.4, at 62-64 ("IRA owners are
ordinarily not taxed until the accumulating benefits are distributed to them.").
70.

See LEONARD E. BURMAN, THE LABYRINTH OF CAPITAL GAINS TAX POLICY, 48-

49(1999).
71.
See I.R.C. § 408(d) (2000) (stating that any amounts distributed from traditional
IRAs will be includible in gross income).
See discussion infra Part IV.D. 1.
72.
73.
See discussion infra Part III.B.
74.
See George W. Kutner et al., Tax Rate PredictionsAffect Roth vs. Traditional
IRA Choice, 66 PRAC. TAX STRATEGIES 19, 19 (2001).

75.
76.

I.R.C. § 72(t)(1), (2)(A)(i) (2000).
See Comment, supra note 25, at 852.
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exceptions to the withdrawal penalty have been added for removal of funds
for certain purposes such as acquisition of a first home, the financing of
qualified higher education expenses, or payment of excessive medical
CoStS. 7 7 The penalty is also avoided if the amount is rolled over into another
IRA account within sixty days.7 8 Funds can also be rolled into traditional
IRAs from other retirement plans, such as 401(k)s, 79 to avoid the 10%
penalty similarly imposed on early withdrawals from employer-sponsored
plans. 80 This feature has contributed to the increased mobility of pension
plans that accommodates today's workers who often change employers
throughout their careers. 81 Alternatively, many employer-sponsored plans
allow new employees to contribute their IRA balances to such qualified
retirement plans as 401(k)s.82
A final provision that is consistent with the goal of using IRAs for
retirement savings 83 is that distributions from accounts must begin no later
than April 1 of the
year following that in which a taxpayer turns seventy84
one and one-half.
B.

THE ROTH IRA

This alternative, often referred to as a "back-loaded" IRA, was added
as part of the Taxpayer Relief Act of 1997.85 For ten years, Senator
William Roth had suggested that savers needed an alternative to the
traditional IRA.86 Therefore, the Roth version focuses more on the goal of
87
inducing
than and
strictly
retirement
As
long as thesavings
accountinisgeneral,
held forrather
five years
the taxpayer
hassavings.
reached age

77.
See I.R.C. § 72(t)(2).
78.
See I.R.C. §§ 408(d)(3) (2000), 72(t)(1).
79.
See 3 BITTKER & LOKKEN, supra note 55,
62.3.5, at 62-72 (discussing
rollovers from qualified plans to IRAs).
80.
See I.R.C. § 72(t)(1).
81.
See Gaines, supra note 6, at 79.
82.
See Edward Spacapan, Jr., Tax Act Substantially Improves Retirement and
Savings Plans, 29 EST. PLAN. 16, 18 (2002). "Employer-sponsored retirement plans may be
amended to receive either traditional IRA or Roth IRA contributions." Id.
83.
See David A. Pratt, Pension Simplification, 35 J.MARSHALL L. REV. 565, 586
(2002). "The tax policy underlying the minimum distribution rules is that retirement funds
are accumulated and receive significant tax benefits to provide retirement income .
I..."
Id.
84.
See I.R.C. §§ 408(a)(6), 401(a)(9). See also 3 BIT'KER & LOKKEN, supra note
55, 163.3.3, at 62-61 (interpreting the withdrawal requirement).
85.
Pub. L. No. 105-34, § 302(a), I II Stat. 825, 825-829 (codified as amended at
26 U.S.C. § 408A (2000)).
86.
See Howard, supra note 40, at 1276.
87.
See Comment, supra note 25, at 857, 861.
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fifty-nine and one-half, all withdrawals from such accounts are completely
tax-free. 88 If withdrawals are taken before the end of the five-year period,
the taxpayer has the advantage of treating the after-tax dollars contributed
to the account as being withdrawn first,89 so there is no tax paid until those
amounts are depleted. After all after-tax dollars have been removed, the
taxpayer must pay ordinary income tax on the early withdrawal of the
earnings these investments have accrued, 90 despite the fact that they would
have benefited from the capital gains tax rate if invested outside of the
IRA. 91 There is also a 10% penalty imposed on such early withdrawals,
92
similar to that imposed on early withdrawals from traditional IRAs.
However, that penalty applies only to the amount of earnings; therefore, the
consequences of early withdrawal from a Roth are not as harsh as those
resulting from prematurely taking money out of a traditional IRA.93
Economist Jane Gravelle suggests that individuals are more likely to utilize
back-loaded than front-loaded accounts because the penalties will not be as
prohibitive if they feel the money is needed before retirement. 94 She also
notes that "[t]his feature of the back-loaded account along with the special
much closer
tax-favored withdrawals make these tax-favored accounts ' 95
retirement.
for
intended
not
savings
short-term
substitutes for
The Roth provides no tax benefit up-front. 96 It is, however, similar to
the traditional IRA because accumulations grow tax-free. 97 There are
contribution limits, just as are imposed upon the traditional IRA, despite
the fact that contributions to the Roth are not deductible from gross
income.98 The limit established for IRA contributions is a maximum that

can be contributed to any combination of Roth and traditional," so the
taxpayer must make a choice in allocating that $3,000 earmarked for
retirement savings (if he is fortunate enough to be able to set that much
aside). The income levels at which contributions may no longer be made to

See I.R.C. § 408A(d)(1) (2000).
See I.R.C. § 408A(d)(4).
See I.R.C. § 408A(d)(2)(C).
90.
91.
See supra text accompanying note 26.
See I.R.C. §§ 72(t)(1), 408A(a) (2000).
92.
See GRAVELLE, supra note 47, at 5.
93.
See id.
94.
95.
Id.
96.
See I.R.C. § 408A(c)(1) (2000).
97.
See 3 BITTKER & LOKKEN, supra note 55, 62.4.1, at 62-76 (comparing the
similarities and differences in tax effects between the two).
See I.R.C. § 408A(c)(2).
98.
See id.
99.
88.

89.
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Roth IRAs are higher than those for traditional IRAs,' °° so more higherincome individuals may be taking advantage of the Roth.' 0 '
Several other provisions of the Roth support the notion that this
vehicle is geared more toward savings in general, rather than retirement
savings. ° 2 For instance, the required minimum distributions of the
traditional IRA do not apply to the Roth. 0 3 Further, contributions can still
be made after the taxpayer reaches the age at which distributions from a
traditional IRA must normally begin.1°4 In fact, legislative history behind
the enactment of the new choice clearly indicates a purpose of inducing
overall savings rather than focusing on retirement savings. 105
[T]he Committee believes that some individuals would be
more likely to save if funds set aside in a tax-favored
account could be withdrawn without tax after a reasonable
holding period for retirement or certainspecialpurposes..
. The Committee believes that providing an incentive to
save for certain special purposes is appropriate. 106
One final note is that rollover contributions from qualified employer
plans cannot be made directly to a Roth IRA, but taxpayers can circumvent
this by first rolling over to a traditional and then converting to a Roth. 0 7
However, this can only be done if the taxpayer's AGI is less than
$ 100,000.'08 As long as that requirement is met, the round-about rollover is
allowed provided that the income taxes avoided on the original IRA
deductions are paid in the year of conversion. 109

100.
See I.R.C. §§ 408A(c)(3)(A), 408A(c)(3)C)(ii).
101.
See S. REP. No. 107-158(l), pt. B(2)(A), at 82 (2002).
102.
See 3 BITrKER & LOKKEN, supra note 55,
62.4.1, at 62-79. "[W]hile
Congressional policy is that traditional IRAs be for retirement savings only, Congress
acquiesces in the use of Roth IRAs for accumulating wealth to be transmitted at death." Id.
103.
See I.R.C. § 408A(c)(5). See also Kaplan, supra note 16, at 304 (commenting
that "the failure to require lifetime distributions of a Roth IRA undercuts the very notion
that it is a retirement funding vehicle at all.").
104.
See I.R.C. § 408A(c)(4).
105.
See H.R. REP. No. 105-148, at 337 (1997), reprinted in 1997 U.S.C.C.A.N.
678, 731.
106.
Id. (emphasis added).
107.
See I.R.C. §§ 408A(c)(6), 408A(e).
108.
See I.R.C. § 408A(c)(3)(B).
109.
See I.R.C. § 408A(d)(3)(C).
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ADDRESSING THE ISSUES

A.

HOW MANY OPTIONS DO WE NEED?

1.

The Alternatives Compared

As the foregoing discussion demonstrates, introduction of the Roth
IRA meant added complexity and increased administrative costs." The
key difference between the two types of IRAs lies in the timing of the tax
benefit."' Inherent in a back-loaded IRA is the problem that reduced tax
revenues are shifted to future generations; 12 tax revenues are higher when
contributions are made to a Roth, but future generations must pay the
price." 3 In fact, the Democratic members of the House Ways and Means
Committee who expressed their dissenting views concerning the enactment

of the Roth, noted that "backloaded IRAs ...are [a] ticking time bomb[ ]

waiting to explode in cost."1 4 The old saying that nothing is certain except
death and taxes leads one to consider the possibility that this benefit may be
too good to be true." 5 Perhaps when retirees begin to withdraw Roth IRA
balances in greater numbers, lawmakers will "reward" their years of
6 Those
prudent savings by presenting them with an unanticipated tax bill. 11
who have saved well enough to maintain a comfortable lifestyle in
retirement should not have their efforts diminished because of unexpected
tax effects.

110.
See GRAVELLE, supra note 47, at 10-11 (stating that "[t]he more types of IRAs
that are available, the larger the administrative costs associated with them" and noting that
the differing treatment of withdrawals also leads to increased complexity).
Ill.
See Kaplan, supra note 16, at 287-89 (comparing the taxation of withdrawals
from the two types).
112.
See 3 BITrKER & LOKKEN, supra note 55, 62.4. 1, at 62-77 (commenting that if
a taxpayer utilizes a Roth IRA, "she is taxed now and gets her tax break... years from now,
when some other Senators and members of Congress will be held responsible for balancing
the budget.").
See Medill, supra note 31, at 37. "Because lawmakers are not accountable
113.
under the procedures of the budget balancing process for the long-term future revenue losses
attributable to the tax-free withdrawals of investment earnings from Roth IRAs or Roth-like
401(k) plans, it is easy (and politically expedient) for them to lose sight of (or not even
consider) the long-term consequences for national retirement policy." Id.
114.
H.R. REP. No. 105-148, at 721 (1997), reprinted in 1997 U.S.C.C.A.N. 678,
1111.
115.
See Comment, supra note 25, at 860 (supporting the concern that Congress
might enact a tax on Roth IRA earnings at some point in the future).
116.
See Howard, supra note 40, at 1284 (recognizing the possibility that future
legislators might find the benefits of the tax-free distributions too great to bear).
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A taxpayer who assumes that he can count on tax-free treatment of his
savings is still gambling somewhat in making his choice between the two
IRA options. 1 7 While the normal expectation may be that one's tax rate
will be lower in retirement, 1 8 this may not necessarily be true," 9 especially
with the partial imposition of taxes on Social Security benefits when
income reaches a certain level. 20 Because our ordinary income tax
structure is progressive, a higher tax rate means higher income, which is
good. Unfortunately, the uncertainty simply makes planning more difficult.
Further, the Roth IRA might aggravate matters by causing people to save
less. Expecting to withdraw the funds tax-free, Roth savers might conclude
that they need not save as much in order to accumulate the equivalent of so
many after-tax dollars.' 2 1 In fact, the extensive debate over whether IRAs
increase savings at all has led many to conclude that expanding the
availability of IRAs, especially through back-loaded versions, did not
achieve the desired result of encouraging retirement savings among those
who need the most incentive. 22
Analysts differ in their methods of determining whether a taxpayer
should contribute to a traditional or Roth IRA, leading to confusion even
for practitioners trying to advise their clients, much less the taxpayer who
tries to determine on his own which type to utilize. 123 Among the factors
that will determine the result are: the time at which the money is expected
to be withdrawn, the tax bracket at the time of contribution and the
expected tax bracket at the time of withdrawal, and whether a before-tax or
after-tax analysis is used. 124 Many believe that performance should be
gauged using the after-tax rate of return. 25 In conducting an analysis using
that method, an individual's tax rate has a definite impact. 126 This would
tend to negate the assumption that the options are roughly equivalent due to

117.

See id. (discussing the effects of tax rates on an individual's choice of

retirement vehicle).
118.
See Kutner, et al., supra note 74, at 24 ("[T]he tax rate at the time of withdrawal
will probably be less than the tax rate at the time of investment."). Kutner sets forth a list of
reasons that support an assumption that one's tax rate will be lower in retirement. Id.
119.
See Comment, supra note 25, at 856 (stressing the uncertainty of retirees
finding themselves in a lower tax bracket than that which they were in when retirement

savings were accumulating).
120.
121.
122.
123.

See
See
See
See

125.

See id.

124.
126.

infra note 133.
S. REP. No. 107-158(I), pt. B(2)(A), at 86 (2002).
id.
Kutner et al., supra note 74, at 19.

See id. at 20.
See id.
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the nature of the back-loaded or front-loaded tax advantage.' 27 Further, a
proper analysis leads to the conclusion that in most cases the traditional
IRA is the better choice. 2 8 Looking solely at account accumulations over
time may lead to an impression that the Roth is preferable, but this result is
skewed by the fact the Roth has a higher net investment because there is no
initial tax deduction.129 However, the longer the money is held, the more
equalized the performance of the two becomes, diminishing the importance
of the initial choice. 30 Therefore, savings should begin at a young age and
accounts should be held until retirement-not withdrawn to meet other
expenditure needs.
Savvy retirement savers will recognize that the Roth IRA provides a
cloaked advantage in that later withdrawal of the funds will not count as
income in reaching the level at which Social Security benefits begin to be
taxed.13 ' Partial taxation of those benefits was first enacted through the
1983 Social Security Amendments as part of a package of changes
designed to curtail long as well as short-term funding issues. 32 Benefits are
still partially taxed today-in some cases up to 85% of the total benefits
will be subject to the taxpayer's ordinary income tax rate. 33 Some scholars
suggest that all Social Security benefits be taxed in the same manner in
which pensions are taxed. 134 Perhaps a better approach is to leave the
current taxation scheme in place, but not further aggravate the problem
through tax-free retirement savings distributions.
2.

Suggestionfor Improvement

The Roth IRA should be eliminated. The refined focus of the IRA as
originally enacted better serves the overall retirement landscape. The
legislative history even suggests that the Roth was enacted more for

127.
Only if the tax rate is the same at the time of contribution and at the time of
withdrawal will the advantages be roughly equivalent. See GRAVELLE, supra note 47, at 4.
128.
See Kutner et al., supra note 74, at 24.
129.
See 3 BITrKER & LOKKEN, supra note 55, 62.4.1, at 62-78 (discussing the
difference in effective contributions given the same ceiling for front-loaded and back-loaded
IRAs).
130.
See Kutner et al., supra note 74, at 23.
131.
See Howard, supra note 40, at 1284.
132.
See KOITZ, supra note 32, at 28.
133.
See I.R.C. § 86 (2000). An extensive discussion of the computation of tax on
Social Security Benefits is beyond the scope of this paper.
134.
See Jonathan Barry Forman, Reforming Social Security to Encourage the
Elderly to Work, 9 STAN. L. & POL'Y REV. 289, 293 (1998) (suggesting that such an option
is looked upon favorably by most analysts).
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savings in general than for retirement savings.135 Several lawmakers also
acknowledged at the time of its enactment that its tax-free treatment might
not be sustainable. 136 Many commentators have since agreed.137 This
eventuality should be addressed now as the structure of the IRA is
reformed. Simplicity of choice and understanding of benefits would ensue
from returning to the basics.
Those who already have accounts should be afforded the option of
retaining them and the associated tax-free advantage that enticed them into
opening a Roth IRA. However, they should also be encouraged, through
the incentive of a credit against current taxes, to instead roll those balances
into the newly reformed traditional IRA. A credit would certainly be
warranted since the contributions were initially made with after-tax dollars.
Many savers would likely view this as a desirable alternative if the
favorable flat tax rate on withdrawals suggested below were adopted. The
more Roth holders there are who opt for conversion to the front-loaded
IRA, the higher the resulting revenues will be in the future.
B.

CONTRIBUTION LIMITS

1.

Current Law

There are two parts to the limit on allowable contributions. First, there
is the absolute limit on how much any taxpayer may contribute to either a
traditional or Roth IRA, or any combination of both, during a single tax
year. 38 Second, there is a "phase-out" which reduces that maximum for
individuals at specified AGI levels who actively participate in employersponsored retirement plans. 39 The focus of this part of the paper is the
maximum contribution limit, as that amount has been the focus of recent
legislation.14° Note that the term "contribution limit" applies to either a
traditional or Roth IRA, whereas "deductible amount" refers to the

135.
See supra notes 105-06 and accompanying text.
136.
See supra note 114 and accompanying text.
137.
See supra notes 115-16 and accompanying text.
138.
See I.R.C. §§ 219(b)(5) (2002), 408A(C)(2) (2002).
139.
See I.R.C. § 219(g).
140.
However, detail concerning the phase-out is provided as is pertinent. For
simplicity, the author uses the example of an individual taxpayer throughout this discussion,
disregarding the added complexity when married couples are involved. For an excellent
discussion of special rules for married couples, see 3 BITrKER & LOKKEN, supra note 55,
62.3.2, at 62-52.

NORTHERN ILLINOIS UNIVERSITY LA W REVIEW

[Vol. 24

maximum that may be contributed to a traditional IRA (with its attendant
tax deduction).
The original IRA afforded eligible taxpayers (those who were not
covered by employer-sponsored plans) an opportunity to deduct the lesser
of $1,500 or 15% of their compensation. 141The continuing need to promote
retirement savings led to an increase in the deductible amount through the
Economic Recovery Tax Act of 1981 (ERTA),142 along with a lifting of the
restrictions on who could contribute. 43 A compromise between universal
deductibility and restriction to non-participants of employer plans was
struck in 1986 when the Tax Reform Act (TRA) introduced the phase-out,
a gradual curtailment of the deductible amount as active participants attain
certain levels of AGI. 44 The phase-out is still utilized today, 45 and the
income levels were last increased through the 1997 Taxpayer Relief Act.146
As one might expect, the data showed that it was primarily individuals with
higher income who profited from those increases. 147 In general, the ability
to make deductible contributions to a traditional IRA is phased-out for an
active participant who is married when the couple's combined modified
AGI reaches $64,000 in 2002, and for single active participants at

141.
Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406, §
2002(b), 88 Stat. 829, 959 (codified at I.R.C. § 408 (1976)).
142.
See Pub. L. No. 97-34, § 311 (g)(l)(A), 95 Stat. 274, 281 (codified as amended
at I.R.C. §§ 219(b)(1), 408(a)(1)) (raising the amount to the lesser of $2,000 or 100% of
earned compensation).
143.
See id. at § 311 (a) (codified as amended at I.R.C. § 219(b)(2)).
144.
See Pub. L. No. 99-514, 100 Stat. 2085 (1986) (codified as amended in
scattered sections of I.R.C. § 26 (2000)).
145.
See I.R.C. § 219(g) (2000). Recall that taxpayers are still able to contribute
after-tax dollars to IRA accounts and enjoy the benefits of tax-deferral on investment
earnings, even if they are beyond the phase-out income level for deductible contributions.
See I.R.C. § 408(o)(1) (2000). But see Stanley D. Baum, IRA Planning After the Taxpayer
Relief Act of 1997-More Choices Than Ever, 87 J. TAX'N 204, 205 (1997) (commenting that
due to the availability of the Roth IRA, there would be no logical reason for making such a
non-deductible contribution to a traditional IRA).
146.
See Pub. L. No. 105-34, § 301(a)(1) (codified at I.R.C. § 219(g)(3)(B) (2000))
(changing the applicable dollar amounts). Those amounts are still in effect. See I.R.C. §
219(g)(3)(B).
147.
See DAVID L. BRUMBAUGH, LIBRARY OF CONGRESS, MAJOR TAX ISSUES IN THE
107TH CONGRESS 2 (Cong. Res. Serv. Issue Brief No. IB10068, Sept. 16, 2002), at
http://www.house.gov/markgreen/crs.htm, Issue Briefs, IB 10068 (on file with author).
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$44,000. 148 There are also income levels, albeit higher amounts,
at which a
49
taxpayer is no longer eligible to contribute to a Roth IRA.1
The deductible amount limitations established in 1981 through ERTA
($2,000 or 100% of compensation),150 remained in effect until 2001, when
the Economic Growth and Taxpayer Relief and Reconciliation Act
(EGTRRA) established new contribution limits.' 5' The current limits are as
follows: 152

For the taxable years beginning in:
2002 through 2004
2005 through 2007
2008 and thereafter

The amount is:
$ 3,000
$ 4,000
$ 5,000

These new amounts are to be indexed for inflation after 2008.15' Also,
individuals who are age fifty or older are allowed to make "catch-up"
contributions of $500 in 2002 through 2005 and $1,000 in 2006 and
thereafter. 54 However, EGTRRA was enacted with a sunset provision to
comply with Senate budget rules, 55 meaning that unless further legislation
makes these changes permanent, they will expire and the amount will
revert back to the lesser of $2,000 or 100% of compensation for 2010 and
beyond. 56 As with any tax benefit, there are, of course, revenue costs
associated with these increases. The contribution limits enacted through the
final version of EGTRRA are estimated to "cost $25.1 billion over ten
years"'' 57 at the rate they are now scheduled to be phased in. Of course,

148.
See I.R.C. § 2 19(g). The phase-out amounts are scheduled to increase so that no
deduction will be available for active participants filing jointly with an AGI above $100,000
for the year 2007 and beyond and for individual taxpayers at $60,000 for the year 2005 and
beyond. See id.
149.
See I.R.C. §§ 408A(c)(3)(C)(ii), 219(g)(3)(B). Roth contributions are no longer
available when an individual's AGI reaches $110,000 or when a couple's AGI reaches
$160,000. See id.
150.
See supra note 142.
151.
See Pub. L. No. 107-16, § 601 (a), 115 Stat. 38, 94 (2002).
152.
See I.R.C. § 219(b)(5) (2002).
153.
See I.R.C. § 219(b)(5)(C).
154.
See I.R.C. § 219(b)(5)(B). One professor keenly noted the ironic consequence
of allowing such "catch-up" contributions is that younger workers are given the impression
that it is ok to wait to begin saving for retirement. See Medill, supra note 31, at 41.
155. See BRUMBAUGH, supra note 147, at 7.
156. See Pub. L. No. 107-16, § 901, 115 Stat. 38, 150 (2002) (stating that no
EGTRRA provisions or amendments shall apply to taxable years after December 31, 2010
and that all such provisions shall then be administered as if the Act had never been passed).
157. GRAVELLE, supra note 47, at 12.
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these amounts do not include
58 the costs associated with Roth IRAs, which
will be felt in the long-run.
Many legislators are trying to make these changes permanent.'5 9 In
fact, some recent proposals would speed up the contribution limit increases
as compared to the schedule enacted through EGTRRA. 160 Several amounts
in the Code are indexed for inflation in order to retain their relative
62
values,' 61 so an argument can be made that increases are warranted.
Unfortunately, however, the focus on increasing the deductible amount will
primarily aid those who are already taking advantage of IRA deductions to
the full extent possible. 163 The data overwhelmingly supports the fact that
increasing the availability of tax-advantaged IRAs primarily assists those at
higher income levels. 64 "The problem with increasing or eliminating the
contribution limit is that it does nothing to help lower-income taxpayers
who are unable to save anything."'' 65 Instead, the focus should be on what
can be done to assist lower- and moderate-income
66 taxpayers who are less
likely to be saving anything at all for retirement. 1

158.
See id. at 9.
159.
See BRUMBAUGH, supra note 147, at I ("During the Spring of 2002, the House
passed several bills aimed at repealing the sunset provisions of the 2001 tax cut."). See also
Contract with Investors, S.3, 107th Cong. § 2 (2002).
160.
See, e.g., Retirement Savings and Security Act of 2002, H.R. 5558, 107th Cong.
§ 2 (2002); Protecting America's Savings Act of 2002, H.R. 5553, 107th Cong. § 2 (2002).
161.
See, e.g., I.R.C. §§ 151 (2000) (personal exemption amount), 63 (2000)
(standard deduction amount).
162.
See GRAVELLE, supra note 47, at 12 ("An argument can be made that such IRA
contribution limits should be increased to preserve the real value of the limit as enacted in
1982.").
163.
See id. at 14 ("Increases in dollar limits on contributions will also benefit higher
individuals who are more likely to have IRAs, who are more likely to have IRAs at
maximum levels, who are likely to increase contributions the most, and who have higher
marginal tax rates that make tax forgiveness more valuable."). See also Medill, supra note
31, at 64 (arguing that increasing contribution limits will mostly benefit the wealthy).
164.
See S. REP. No. 107-158(I), pt. B(2)(A), at 87 (2002) (providing statistics to
demonstrate that it was primarily higher income taxpayers who benefited from the universal
availability of IRA contribution deductions from 1981-1986. Furthermore, the data shows
that smaller numbers of low- and even middle-income taxpayers were utilizing the vehicle).
165.
Comment, supra note 25, at 871. See also GRAVELLE, supra note 47, at 14
(supporting the argument that the benefits of an increase in contribution limits will accrue
disproportionately to those who are already contributing at the limit-normally taxpayers
with higher income).
166.
See S. REP. No. 107-158(I), pt. B(2)(A), at 78 (2002). "One of the stated
objectives in the creation of IRAs was to provide a tax incentive for increased saving among
those in greatest need. This need appears to be most pressing among those with low pension
coverage and benefit receipt resulting from employment instability or low average career
consumption." Id. The report further states that "[1]ow-wage earners infrequently used
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Suggestionfor Improvement

Congress is considering possibilities for changing IRAs to better
facilitate retirement savings. However, the changes in contribution limits
implemented and proposed are not tailored to promotion of savings among
those who need it most-lower income taxpayers. 167 Unfortunately, we no
longer have the benefit of the budget surpluses resulting from the years of
expansion and growth the United States enjoyed in the 1990s.1 68 Therefore,
legislators must pick and choose among possible tax cuts, trying to obtain
the most favored results with the least expenditure. 169 Lawmakers must
choose carefully, and in making any decisions concerning individual
retirement savings, they should examine the entire structure of the IRA. In
conducting that reform, more weight should be given to proposals that
would help lower-income savers, such as a refundable tax credit similar to
the non-refundable credit enacted through EGTRRA.
C.

ENACT A REFUNDABLE TAX CREDIT?

1.

CurrentLaw/Proposals

Congress did enact another provision through EGTRRA that is more
in line with the goal of assisting lower-income taxpayers.1 70 The newly
added § 25B of the Tax Code provides a credit'17 to eligible taxpayers
based on a percentage of contributions made to retirement savings plans,
including either type of IRA. 72 The credit begins at 50% for individuals
with AGI less than $15,000, reduces to 20% for AGI between $15,000 and
$16,250, and falls to 10% for AGI between $16,250 and $25,000.173

IRA's." Id.
167.
See supra notes 163-65 and accompanying text.
168.
See BRUMBAUGH, supra note 147, at I ("By the outset of 2001 ... the U.S.
economy had recorded over nine consecutive years of continuous expansion.").
169.
See id. at 4-9 (detailing tax cut legislation proposed in 2001 and how those
proposals differed from the final version of EGTRRA).
170.
See Pub. Law No. 107-16, § 618, 115 Stat. 40 (2002).
171.
A credit is a dollar-for-dollar reduction in tax liability, as opposed to the
deduction for contributions to traditional IRAs, which affords a decrease in the amount of
income that will be used to determine tax liability. See WEST'S TAX LAW DICTIONARY 195
(2001 ed.).
172.
See I.R.C. § 25B (2002). See also Sullivan, supra note 4, at 1712 (explaining
the provisions of § 25B).
173.
See I.R.C. § 25B(b).
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Individuals with AGI above $25,000 are not eligible for the credit.174 This
provision is scheduled to sunset after 2006. 7' Recall that the contribution
limit increases recently enacted remain in effect at least until 2010.176
Providing such a credit is a step in the right direction, but it is not the
final solution. Enthusiasm for making this credit permanent is not as strong
as that for solidifying the deductible amount increases. 77 Furthermore,
"[tlhe benefits of the credit are circumscribed by numerous complex
restrictions and limitations."' 178 Notably, it does not sufficiently aid those
who have difficulty setting money aside for retirement because it is nonrefundable. 179 At least one scholar suggests that in order for the credit to be
effective, it must be made refundable. 180 "Because so many individuals will
have no tax liability, it is difficult to direct savings subsidies at lowerincome, and even some moderate-income, individuals without refundable
credits."' 18 1 Proposals for such a refundable credit have been made, but
legislators continue to reject the idea. 182 Additionally, there have been bills
introduced that would repeal the sunset provision of § 25B. 83 This type of
legislation is more in-line with the appropriate goal, and this is what
legislators should focus on.
Other proposals have involved government matching of contributions
in established accounts rather than a tax credit, per se. For example,

174.
See id. For couples filing a joint return, the credit phases out when AGI reaches
$50,000. See id.
175.
See I.R.C. § 25B(h) ("This section shall not apply to taxable years beginning
after December 31, 2006.").
176.
See discussion supra Part IV.B. 1.
177.
See Sullivan, supra note 4, at 1713.
178.
Frank P. VanderPloeg, EGTRRA: New Tax Law Calls for Rethinking Benefit
Plan Structure, 14 DEPAUL Bus. L.J. 1, 5 (2001). An explanation of the precise calculation
of the § 25B credit is beyond the scope of this paper. It is sufficient to note that such a
credit, in its limited form, was enacted and that the author suggests that it should be
expanded.
179. In general terms, a non-refundable credit is one that cannot exceed the
taxpayer's income tax liability. For more information on non-refundable credits, see 2 BORIS
I. BITrKER & LAWRENCE LOKKEN, FEDERAL TAXATION OF INCOME, ESTATES AND GIFTS T
37.7, at 37-39 (3d ed. 2000). Cf. I.R.C. § 32 (2000) (authorizing the Earned Income Tax
Credit, which is an example of a refundable credit).
180. See Pratt, supra note 83, at 631-32.
181.
GRAVELLE, supra note 47, at 13.
182. See, e.g., Retirement Enhancement Revenue Act of 2001, H.R. 3446, 107th
Cong. § 301 (2001); Retirement Security Act of 2001, H.R. 1498, 1 0 7 th Cong. § 2 (2001);
Retirement Security for All Americans Act, H.R. 5190, 107th Cong. § 2 (2002); Secure
Retirement for America Act, S.2733, 107th Cong. § 2 (2002).
183. See, e.g., Protecting America's Savings Act of 2002, H.R. 5553, 107th Cong. §
6 (2002). This Act would also speed up the scheduled increases in the IRA contribution
limit. Id. at § 2.
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proposals from the Clinton Administration included a Universal Savings
Account (USA), followed the next year by a proposed Retirement Savings
Account (RSA). 184 Clinton sought a solution that would both work toward
Social Security reform and at the same time address the individual
retirement savings issue. 85 What he devised was an idea for a Social
Security "add-on."'' 86 In his USA proposal, Clinton suggested that the
government automatically provide a flat contribution to savers' accounts in
the form of a tax credit of $600 per couple, deposited directly into the
accounts of low and middle-income taxpayers.' 87 In addition, there would
be a match of contributions made by savers, similar to a 401(k) plan
employer match, given primarily to those at lower income levels. 88 One
strong objection to the proposal was a concern that it would interfere with
401 (k) plans, reducing the incentive for employers 89to sponsor such plans as
well as the incentive for employees to participate.
Clinton's next proposal, the RSA, scaled back the governmental role
in account administration and matching, and instead shifted the burden to
businesses. They would claim a credit for themselves that would in turn be
passed along to individuals who had "earned" the savers' credit. 90 The
final proposal submitted by House Democrats threw out the business credit,
and the idea of a whole new account, in favor of individual refundable
credits that would be available at 50% of contributions made by low- and
middle-income workers to an IRA or employer pension plan.' 9' The
amendment as proposed never made it past the House. 192 When the idea
arrived at the Senate, it was transformed into a nonrefundable credit,
similar to that which now appears in § 25B of the Tax Code, thereby
leaving Clinton's RSA merely a lingering memory.193
Senators Dorgan and Corzine presented, in 2002, a proposal for a socalled "Social Security Plus" account. 194 Here again, the legislation was
purportedly introduced to address the ongoing Social Security dilemma, but
its stated goal is "to encourage retirement savings for individuals by
providing a refundable credit for individuals to deposit in a Social Security

184.
185.
186.
187.
188.
189.

See
See
See
See
See
See

192.
193.

See id.
See id.

190.
191.
194.

GRAVELLE, supra note 47, at 12.
KOITZ, supra note 32, at 46-47.
Sullivan, supra note 4, at 1709.
id. at 1710.
id.
id.

See Sullivan, supra note 4, at 1711.
See id. at 1712.

Social Security Plus Account Act, S. 2693, 107th Cong. (2002).
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Plus account."'' 95 The proposal is similar to Clinton's RSA in that it would
provide a matching contribution from the government directly into an
established account.196 Senator Dorgan testified that the government match
would afford more opportunity to save for retirement to lower and
moderate-income individuals. 97 Again, it would be very similar to the
traditional IRA in that individuals could contribute up to $2,000 (including
the government match) per year and investments could grow taxdeferred. 98 Differences from IRAs are that the initial contribution would
only provide a partial (20% of the contributed amount) deduction from
current taxes and that the withdrawals would be taxed similarly to Social
Security benefits, rather than being includable in full and taxed at ordinary
income rates. 199
Another proposal that has been suggested is a "universal pension" that
would eliminate current versions of the IRA. 200 Representative Richard
Gephardt showed his support for such an initiative when he introduced his
Universal and Portable Pension Act of 2002 in April, 2002.2°1 One of his
key proposals is that the modest savers' credit available at § 25B be made
refundable to better assist low-income families. °2 Concerning this feature,
the former Benefits Tax Counsel of the Treasury Department, Mark Iwry,
is quoted as saying,
The bill would restore the savers credit [as originally
proposed by the Clinton administration in January 2000]
to something closer to its intended size and scope. The
savers credit - even after it was made nonrefundable and
stripped down to meet a tight budget - is probably the most
significant pension coverage initiative targeted specifically
to moderate and lower income workers to be enacted in the
last 20 years. Actually, it's virtually the only such initiative
203
enacted in the last 20 years.

195.
196.
197.
198.
199.
200.
201.
202.
203.

148 Cong. Rec. S6252 (daily ed. June 27, 2002) (statement of Sen. Dorgan).
See id.
See id.
See id.
See id. (statement of Sen. Corzine).
See Pratt, supra note 83, at 627.
See H.R. 4482, 107th Cong. (2002).
See Sullivan, supra note 4, at 1713.
Id. at 1709.
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Gephardt's version would scrap both the traditional and Roth IRAs in
favor of one simple choice, 204 which very much resembles the traditional
IRA.2 °5 His proposal did not adopt the suggestion by Paul Weinstein, a
senior fellow at the Progressive Policy Institute, in his universal pension
proposal, that contribution limits be set as high as $20,000.206 Gephardt
20 7
would, however, raise the AGI levels before phase-out of deductibility.
The maximum credit a taxpayer could receive would be $1,000 per
individual, or $2,000 for married couples, available for those who were
able to take full advantage of the deductible contribution. 0 8 The credit
percentage would be gradually reduced for those with higher AGIs, phasing
out completely for individuals reporting over $40,000 of income and
couples reporting $80,000 of income.20 9 Income limits would be set low
enough to prevent benefits from needlessly accruing to the wealthy.
Gephardt's proposal seems to offer the best of both worlds: promoting
growth 0 through savings, while providing assistance to those who need it
most.

2.

21

Suggestionfor Improvement

One of the legislative proposals to transform the non-refundable § 25B
savers' credit into a refundable credit should be adopted in order to better
assist lower-income workers in saving for retirement. It is difficult to
estimate the costs of such a credit if a comparison is made between those
short-terms costs and, for instance, the long-run costs of back-loaded
IRAs. 2 1 An extensive discussion of the fiscal policy behind such proposals
is beyond the scope of this paper and is left for the experts. In thinking
about costs, however, one must keep in mind the total retirement landscape
and imagine the consequences of not assisting lower-income individuals in
saving enough for retirement. It is questionable whether Social Security
will continue to sustain the level of benefits it currently pays. 212 Employersponsored plans are certainly helpful for those who have them, but they are
no guarantee of a comfortable retirement-and many workers simply are

204.
205.
206.
207.
208.
209.
210.
211.
212.

See id. at 1712.
Seeid. at 1712-13.
See id. at 1713.
See Sullivan, supra note 4, at 1712-13.
See id. at 1713.
See id.
See id.
See GRAVELLE, supra note 47, at 13.
See discussion infra Part MVE.
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not offered such benefits. 1 3 Individuals,. therefore, must be given as much
assistance and incentive as possible in establishing their own nest-eggs.
"The dominant public role of retirement income security policy should be
to ensure post-retirement income adequacy for low- and moderate-income
workers. 21 4 This goal cannot be achieved by focusing on legislation such
as increases in contribution limits that will only serve those who already
take full advantage of tax benefits in stashing money away for
retirement. 1 5 The revenues that would be lost due to increased
contributions limits should instead be lost due to a refundable credit given
to those who are more in need of assistance.
The author finds the bill introduced by Representative Gephardt to be
especially favorable. His proposal would not only make the savers' credit
refundable, it would also replace the two alternative IRA accounts with one
straightforward option.21 6 To avoid the increased administrative
complexities associated with eliminating long-standing traditional IRAs,
Congress need only dispose of the Roth and reform the traditional IRA
which is already in place.
Refunding a savers' credit directly to taxpayers would allow them to
utilize traditional IRA accounts that are already open or to simply establish
an account at a local bank. Certainly, not everyone would invest the
refunded credit, but it serves its purpose in that if they are eligible for the
credit, they have at least begun to save. This would address many potential
savers' concern over a lack of liquidity, which was one of the arguments
for enacting the Roth IRA.- It might be much easier to stash away an
amount for retirement during the taxable year knowing that if unexpected
costs arise, some relief will arrive at the beginning of the following year.
Alternatively, a taxpayer could be forced into saving the additional
amount through a method similar to that currently used to handle refunds of
state income taxes. If a deduction is itemized for state income taxes paid
and a refund of certain of those taxes is received in the following year, a
taxpayer must include that refunded amount in the following year's gross
income. Similarly, if a taxpayer were refunded a savers' credit and then
did not take a deduction for an IRA contribution the following year, he
could be forced to include the amount of that credit in his gross income.

213.

See discussion supra Part II.
214.
Graetz, supra note 15, at 857.
215.
See discussion supra Part IV.B.
216.
See supra notes 202, 204 and accompanying text.
217.
See supra note 106 and accompanying text.
218.
See I.R.C. § 111 (2000). See also 3 BITrKER &
32.2.5, at 32-21 (explaining this treatment).

LOKKEN,

supra note 55, T

2004]

THE ROLE OF THE IRA IN RETIREMENT SAVINGS

Finally, there could be a means established for the government to
directly credit the saver's account with the refund, similar to the USA
proposal suggested by President Clinton. However, because this credit
would be given only to low-income taxpayers, a government match option
would likely cost too much in terms of administrative difficulty. A
government-supported individual account would be more feasible in
connection with a proposal for supplementing Social Security benefits
because those would be more universally maintained.
D.

TAXATION OF DISTRIBUTIONS

1.

Current Law

The introduction of the Roth IRA led to increased complexity for tax
treatment of withdrawals. There are now three possibilities without even
considering the additional complications of early withdrawals: full taxation,
taxation only of earnings, and no taxation at all. When withdrawals are
taken from a traditional IRA, the amounts are includable in the taxpayer's
ordinary income 219 and taxed at the applicable rate. 220 If non-deductible
contributions have been made to traditional accounts, withdrawals are
taxed similarly to annuities and pension plan distributions, with the aftertax contributions being returned tax-free and the earnings on investments
being taxed at ordinary income rates. 221 Finally, distributions from Roth
IRAs are taken tax-free. 2
A great disparity exists between the taxes paid on investment earnings
of traditional IRAs as compared to the tax-free treatment of Roth IRA
investments. Calculations do suggest that the after-tax results are
comparable considering the time value of money effects of receiving the
initial tax deduction if tax rates are the same at the time of contribution and
withdrawal.223
However, the chances that someone will remain in the same tax
bracket throughout his working years and into retirement are slim.
If the IRA is used properly, the withdrawals represent earnings that
have been accumulating over a lengthy period of time. This can produce a
-

219.
See I.R.C. § 64 (2000) for the definition of ordinary income.
220.
See I.R.C. §§ 72(a), 408(d)(1)-(2).
221.
See I.R.C. § 72(b)(1), (4), (c)(1), 408(d)(1). A discussion of such calculations is
beyond the scope of this paper. See 3 BITrKER & LOKKEN, supra note 55, 62.3.4, at 62-64
for a detailed explanation of taxation of distributions.
222.
See discussion supra Part III.B.
223.

See Kutner et al., supra note 74, at 23.
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considerable tax burden, especially when the account is drawn in one lump
sum.224 "Because income tax rates are progressive with income, a single
large realization-if taxed like other income-could push a middle-income
taxpayer into a very high tax bracket. This is unfair., 225 It is true that a
taxpayer may choose to receive payments from an IRA as an annuity and
avoid having such a big tax hit, 226 but studies show that the percentage of
people who take lump sum distributions is greater. 2 7 The harshness of this
result could be mitigated by applying an established flat tax rate structure
to retirement savings withdrawals, similar to the capital gain rate
structure.228
In reforming IRAs, as with any pension reform, the focus should be on
constructing a system that provides stability and certainty, while at the
same time avoiding the cyclical tax effects which result from such changes
as increasing contribution limits and introducing back-loaded vehicles. 2 9
One disadvantage of traditional IRAs is that they inject a level of
uncertainty into any retirement savings plan concerning the amount which
must be saved in order to provide a comfortable lifestyle. 230 The
uncertainty results because the distributions will be taxed at a rate
dependent upon which tax bracket the retiree finds himself in and upon
what Congress has decided to do with the tax rates at that distant date in the
future.23' On the contrary, one of the only advantages of the Roth IRA is
that it affords a measure of predictability in planning for retirement because
one need not speculate over what future tax rates will be.232 However, there
is a real possibility that this benefit will quietly be swept under the rug due

224.
See I.R.C. § l(a)-(d) (2000) (setting forth ordinary income tax rates). See also
Sanford J.Schlesinger & Dana L. Mark, Charitable Estate Planning with Retirement
Benefits, 28 EST. PLAN. 390, 391 (2001) (presenting an example in which income taxes
combined with estate taxes (which are beyond the scope of this paper) could, in the absence
of effective planning, reduce a $1,000,000 IRA balance to a measly $208,440. $241,560 of
that bite would be the amount paid for income taxes at a rate of 39.6%, the highest
individual income tax rate assumed in calculating this example).
225.
BURMAN, supra note 70, at 7.
226.
See I.R.C. § 408(d) (2000).
227.
See Jeffrey R. Brown et al., Mortality Risk, Inflation Risk, and Annuity
Products, in INNOVATIONS IN RETIREMENT FINANCING 175, 177-78 (Olivia S. Mitchell et al.,
eds., 2002).
228.
See Kaplan, supra note 16, at 311 ("[A] special flat tax of 20-25% might be
imposed on these amounts to avoid various income-based interactions that might otherwise
make the effective tax rate higher." (footnote omitted)).
See Medill, supra note 31, at 63.
229.
230.
See Comment, supra note 25, at 857.
231.
See Howard, supra note 40, at 1284.
232.
See discussion supra Part III.B (concerning tax-free distributions from the Roth
IRA).
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to impending budget pressures. 3 3 The traditional IRA is more
advantageous overall, and its victory would be complete if it provided
predictability for planning purposes as well.
It is arguable that uncertainty concerning how much after-tax income
one will have in retirement could lead to insufficient savings. 34 For
instance, a taxpayer may expect to be in a lower tax bracket because he will
no longer have earned income. If he does not consider the potential tax
effects of a lump-sum IRA distribution or the partial taxation of Social
Security benefits, he may find that his before-tax estimates do not provide
him with enough after-tax income. Another unanticipated problem faced by
many retirees is being hit with additional tax liability due to the alternative
minimum tax (AMT),235 which will be discussed further in Part G. 1,
below.
An extensive discussion of the various provisions relating to taxation
of distributions from qualified retirement plans, as compared to IRAs, is
beyond the scope of this paper. However, one key fact worth noting is that
the Code previously allowed tools for mitigating the harshness of taking
lump sum withdrawals from pensions. Before the Tax Reform Act of 1986,
the normal treatment of withdrawals from qualified plans included partial
taxation at the long-term capital gain rate. 236 "This treatment was intended
to mitigate the tax effect of receiving the income in one year even though it
was accumulated over a number of years. 237 The capital gain treatment
was phased out in order to deter savers from taking early withdrawals in
lump-sums from their retirement savings accounts. 238 Today, those who
were born before 1936 can still make a one-time election to treat the
amount attributable to participation prior to 1974 as a favorable capital
239
so-called
Another
specialof treatment
gain.
24 0 Both
of these"incomechoices
over a period
either ten oravailable
five years.was
averaging"

233.
See Howard, supra note 40, at 1284 (suggesting that the Roth benefits might
not remain intact indefinitely).
234.
See Comment, supra note 25, at 857 (illustrating the potential effects of
uncertainty).
235.
See Karen Hube, Tax Trap, WALL ST. J.,Sept. 30, 2002, at R5 (relaying a report
of one taxpayer who incurred an additional 25% in taxes over what he had expected to pay
in his first year of retirement because he was liable for the alternative minimum tax).
236.
See Charles E. Feldman, Estate Planningfor Retirement Benefits and Executive
Compensation, in 32ND ANNUAL ESTATE PLANNING INSTITUTE, at 171, 176 (PLI Est. Plan. &
Admin. Course, Handbook Series No. 309, 2001).
237.
Id. at 176.
238.
See id. at 177.
239.
See id. at 178.
240.
See id. at 177.
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242
were quite limited 24 1 and were not applicable to distributions from IRAs,

but such treatments do support the notion that an alternative to taxation at
ordinary rates might be warranted.
A notable provision currently in place for certain employer-sponsored
pension plans is the "net unrealized appreciation" rule.243 In certain
situations it can be advantageous for ex-employees to choose not to roll
244
their profit-sharing or 401(k) plan distributions into an IRA account.
When the employer-sponsored plan consists of investments in company
stock, a taxpayer can take advantage of the preferable capital gain tax rate
by placing the stock in a brokerage account and later selling it, just as if it
had been purchased on the market, with a cost basis of the value of the
shares when acquired by the plan.245 If the stock is instead rolled into an
IRA account, it will be taxed at the ordinary income rate when
withdrawn.24 6 There are numerous factors that must be examined in making
the choice between the two options.247 The relevance here lies in that this
treatment recognizes that often the investments held within retirement
savings vehicles are ones that would receive preferential capital gains
treatment if held outside of the plan. 48
2.

The CapitalGains Connection

There is a notable link between the capital gain tax and taxation of
retirement account investments. Retirement savings accounts primarily
consist of equities or assets that, if not held in such accounts, would
normally be taxed at the beneficial capital gains tax rate.249 A corollary note
is that IRA holders are not able to offset any tax liability through capital
losses which have adversely affected account balance accumulations. 250

241.
See DARLENE SMITH ET AL., ADVISING THE 60+ INVESTOR 29-30 (1999)
(explaining the limitations on choosing such alternative measures).
242.
See id. at 42.
243.
See I.R.C. § 402(e)(4) (2000).
244.
See Ellen E. Schultz, Watch That Retirement-Plan Exit, WALL ST. J., Sept. 25,
1998, at C 1.
245.
See id.
246.
See id.
247.
See id.
248.
See supra text accompanying note 26.
249.
See Kaplan, supra note 16, at 288 (pointing out that withdrawals from
traditional IRAs are taxed at ordinary income rates even if the profits are derived from
investments that would normally generate gains capital in nature).
250.
Much interest has recently been expressed in raising the amount of capital
losses that can be used to offset ordinary income from $3,000 to much higher amounts. See
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The debate over the appropriate rate of taxation on capital assets has
been heated and intense. 251 A favorable tax rate for such assets can be
viewed either as a tool used to stimulate savings and economic growth, or
as a means of assisting the wealthy to become richer.252 It is not a purpose
of this paper to become enveloped in the debate over the wisdom of capital
gains policy. Rather, the topic is introduced for its relevance to the
suggestion that withdrawals of IRA account balances should be taxed using
a flat rate structure, similar to the way in which capital gains are taxed.
The Tax Code defines a "capital asset" broadly to include "property
held by the taxpayer" with certain listed exceptions. 253 There is no
exception listed for investments held in retirement savings accounts. 254
Prime examples of assets that lead to capital gain treatment are stocks,
bonds, and investments in land.255 The Code sets forth a maximum tax rate
on net long-term capital gains of 20%.256 For taxpayers in the lowest tax
bracket, the favorable rate is capped at 10%.257 Recent changes grant even
lower rates to be applied to assets held for five years or more.258
Our progressive tax rate structure is premised on the equitable notion
that those who earn more income have greater ability to pay taxes, and
therefore should bear the larger tax burden.25 9 Contrary to that, many
suggest that it is the wealthy who obtain the most advantage from reduced
capital gains taxes. 26 0 However, the special capital gain rate is also an

generally GREGG A. ESENWEIN & JANE GRAVELLE, LIBRARY OF CONGRESS, AN ANALYSIS OF

THE TAX TREATMENT OF CAPITAL LOSSES (Cong. Res. Serv. Rep. No. RL31562, Oct. 9,

2002), at http://www.house.gov/markgreen/crs.htm, Long Reports, RL31562 (on file with
author).
251.
See BURMAN, supra note 70, at 1-2.
252.
See id.
253.
See I.R.C. § 1221 (2000). The most notable exceptions are property held for
sale to customers in the ordinary course of business and depreciable property used in
business. See id. at § 122 1(a)(1)-(2).
254.
But of course the provisions of § 72, which establish the method of taxing such
withdrawals, negate any argument that could be made that pension plan withdrawals should
be treated as capital assets according to the current Tax Code.
255.

See Stanley S. Surrey, Definitional Problems in Capital Gains Taxation, 69

HARV. L. REV. 985, 988-89 (1956) (presenting an inquiry into whether each of these three
items had been considered capital assets by courts and concluding that they had).
256.
See I.R.C. § l(h)(1) (2000).
257.
See id.
258.
See I.R.C. § I (h)(2) (2000).
259.
See BURMAN, supra note 70, at 3 (explaining the concept of tax equity, which
"requires that people be taxed according to their ability to pay.").
260.
See id. at 2 (noting that many believe the "lower tax rates on capital gains are
simply a windfall for the rich.").
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equitable measure-one that is designed to reduce the harshness of paying
the taxes in one year on gains that have been accumulating over time.2 6'
The purpose of the capital gains provision of the Revenue
Act of 1934 is so [sic] to treat an appreciation in value,
arising over a period of years but realized in one year, that
the tax thereon will roughly approximate what it would
have been had a tax been paid each year upon the
appreciation in value for that year.26 2
Another argument is that the non-progressive capital gain tax rate is
designed to spur savings.263 Some even suggest that it creates revenue
because it provides an incentive to sell rather than hold these capital
assets.264 This argument, used by capital gains proponents, that a rate
reduction will actually increase revenues because it gives investors more
reason to sell than to hold onto their assets, is irrelevant here.265 IRA
investments should not be disposed of; rather, they should be held until
retirement. At that point, withdrawals will begin, regardless of the tax rate
if the money is needed for one's support (and must begin by a certain age if
the money is in a traditional IRA). However, given the fact that Congress
was willing to enact a retirement savings vehicle that allowed for no taxes
upon withdrawal, certainly a fiscal policy could be developed to support a
rate reduction.
3.

Suggestion for Improvement

What is required is a compromise that will facilitate planning, yet will
be realistic in the benefits it affords in light of revenue needs. "If taxpayers
knew for certain which tax bracket they would be in during retirement, they
would be better able to determine how much money they would need to
save in order to reach their retirement savings goals. 266 A straightforward
flat rate taxation structure, similar to the capital gain tax, should be enacted
for distributions from IRA accounts. For instance, perhaps there could be
three flat rates: a maximum 28% applicable to those in the top ordinary tax

261.
262.
263.
gain rates).
264.
265.
266.

See id. at 6-7.
Kenan v. Commissioner, 114 F.2d 217, 220 (2d Cir. 1940).
See BURMAN, supra note 70, at 5-6 (setting forth arguments for special capital
See id.

See BURMAN, supra note 70, at 5.

Comment, supra note 25, at 857.
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bracket, 18% for those brackets in the middle, and an 8% rate for retirees
who fall in the lowest tax bracket. This discussion assumes implementation
of the proposal to eliminate the Roth IRA, and therefore does not address
any concerns over how the flat tax would affect a back-loaded IRA.
Similarly, because this paper is limited to IRA issues, it does not examine
integration of this new rate with distributions from pension plans (Although
perhaps a similar scheme should be considered in that area, as well).
Note that the author does not suggest that taxation of IRA
distributions be considered capital gains; rather, a method of taxation that
is modeled after the capital gain tax should be adopted. The amounts
should retain their "ordinary" income nomenclature so as to avoid the
possibility of any unintended effects such as shifting more taxpayers into
the realm of the AMT. Further, these distributions should continue to count
toward the calculation of income used to determine whether Social Security
benefits are taxed. There is enough funding trouble in that area as it is-no
need to aggravate it further by losing current revenue sources. The greater
percentage of tax assessed on Social Security benefits received by higher
income individuals also has an advantage. It helps to offset the smaller
percentage of savings between the lower ordinary tax rates and their
concomitant flat rates, as compared to the highest ordinary rate and the
maximum suggested flat rate.
One might argue that if the tax-free withdrawals from IRA accounts
can be taken away,267 so might this new, reduced tax rate be revoked just
before one's retirement. The response is that "[m]ost taxpayers are likely to
recognize that no tax advantage is guaranteed to be permanent and that,
because tax laws are constantly
being changed, they are subject to losing
' 268
advantage.
tax
expected
any
There is a strong argument that the lower tax rate structure would
increase retirement savings. It has been noted with capital gain taxes that
"[c]utting taxes on the returns to saving leads to more saving and
investment., 269 Further, enacting a favorable flat tax rate could also be used
as a means of deterring early withdrawals from retirement savings plans by
continuing to require that early withdrawals be taxed at ordinary income
rates. It must be remembered that "[t]he ultimate goal is to preserve these
funds for retirement., 270 Finally, it should be noted that some of the costs of
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269.
270.

See discussion supra Part IV.A. I.
Comment, supra note 25, at 861.
BURMAN, supra note 70, at 5.
Pratt, supra note 83, at 605.
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reducing taxes on distributions would be offset by the ease of administering
27
a simple flat rate structure, as compared to the current complexity. 1
E.

CONNECTION WITH THE SOCIAL SECURITY DILEMMA

1.

Current Law

272

The Social Security provision relevant here is the one that pays out
benefits to retirees-the Old-Age and Survivors Insurance (OASI)
portion.273 The established system is one that is currently partially funded
and partially "pay-as-you-go." 274 Generally, it works by imposing a payroll
tax paid partly by employers and partly by employees on income up to a
certain level.275 These revenues are directed through the U.S. Treasury to
immediately pay current benefit obligations. 276 Any surplus revenues from
the payroll tax are placed into OASI trust funds and invested in federal
securities. 277 Because of the nature of the system, its effectiveness is highly
dependent upon demographics. 278 Life expectancies are increasing, the
baby boomer generation will soon be retiring in great numbers, and the
modem trend is toward early retirement. 279 As a result, "many Social
Security beneficiaries are supported by increasingly fewer workers" and the
system faces a precarious situation unless new sources of revenue are

271.
See BURMAN, supra note 70, at 3. "The costs to the government in
administering a tax and to individuals and businesses in complying with it are a loss to
society." Id. Burman asserts that a simpler system of taxation reduces those costs. Id.
272.
The Social Security reform dilemma in its entirety is beyond the scope of this
paper. It is relevant here primarily with respect to the various proposals for individual
accounts that have been made in as much as they support the suggestion for a reformed IRA
that would help alleviate the Social Security burden. Further, a discussion of the way the
system works is warranted in explaining how a set rate of taxation on IRA distributions
could be useful as an additional source of capital for the fund.
273.
See Forman, supra note 134, at 289-90 (providing an overview of the two types
of programs). The program relating to Disability Insurance is beyond the scope of this
paper.
274.
See CASHELL, supra note 1,at 8.
275.
See 42 U.S.C. § 430(b) (2000). That base amount increases over time. In 1998,
it was the first $68,400 of wages per employee. See Forman, supra note 134, at 290.
276.
See KOLLMANN & NUSCHLER, supra note 5, at 1.An extensive discussion of
the intricacies of the Social Security system is beyond the scope of this paper. See generally
id.
277.
See id.
278.
See id.
279.
See Forman, supra note 134, at 292. See also Kathryn L. Moore, The Best of
Times and the Worst of Times: Lessons from Recent Reforms of the French Retirement
System, 29 GA. J.INT'L& CoMP. L. 441,443 (2001).
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diverted into the fund or benefits are cut. 280 Current estimates show that by
2017 there will be greater numbers of retirees receiving benefits than
workers paying taxes, and at that point the surpluses will begin to be drawn
down. 28 1 Eventually, all surpluses will be depleted and the fund will
become insolvent.282 At that point, the system will become purely "pay-asyou-go" with an insufficient number of workers trying to sustain benefit
payouts to a much larger number of retirees.2 83
The long-term funding problems with the Social Security system
should be addressed now, rather than waiting until a dire need is upon us.284
"The United States cannot sit back and wait for an easy solution to Social
Security's long-term funding difficulties. There is none. 2 85 Proposals for
reform are numerous and range from scrapping the entire system in favor
of strictly individual responsibility for retirement savings to having the
government invest Social Security funds in the stock market rather than in
conservative federal securities.286 However, a strong argument can be made
that the system at its core should remain intact.22887 The difficulty of
transitioning from the entrenched system alone might put an end to ideas
for major reform, especially in light of the risk that an individual approach
could leave those who are close to retirement with nothing.288
2.

Suggestion for Improvement

The search for a solution to the Social Security funding shortfalls
should be centered on finding additional sources of capital to thwart the

280.
Forman, supra note 134, at 292-94. Forman suggests that the current system
penalizes those who are beyond retirement age if they continue to work, and asserts that
reform should include measures which encourage the elderly to work, thereby increasing the
revenues being funneled into the system. See id.
281.
See KOLLMANN & NUSCHLER, supra note 5, at I.
282.
See id. The most recent report by the Social Security trustees projects that
insolvency will occur in 2041 if no changes are made. See id.
283.
See CASHELL, supra note 1, at 9-10.
284.
See Koirz, supra note 32, at 3 (pointing out that when Social Security was
reformed in 1977 and 1983, the changes were required in order to avoid an imminent crisis).
See also CASHELL, supra note I, at 8-9 (reasoning that it is better to enact solutions now,
thereby distributing the costs over a longer period of time, rather than wait until disaster
strikes).
285.
Moore, supra note 279, at 490.
See Koirz, supra note 32, at 5-15 (explaining various views and proposals
286.
regarding reform). An extensive look at the various Social Security reform proposals is
beyond the scope of this paper.
287.
See id. at 14-16 (making that argument).
288.
See id.
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impending shift to a pure "pay-as-you-go" system. The evidence clearly
shows that a point will be reached when the number of retirees will far
exceed the number of workers.2 89 If the system continues to rely solely
290
upon payroll taxes, it will not be able to meet its payment obligations.
One scholar suggests that "[g]reat improvement might be possible by
imposing a flat income tax rate of, say, 10% on the investment income of
pension funds or, alternatively, imposing an excise tax similar to that now
imposed on assets of private foundations equal to, say, 2% of total assets
contained in pension funds, salary reduction accounts, and IRAs, and using
and adding [sic] the proceeds of such a tax to the trust fund for Social
Security. '29' The author suggests that this proposal has merit, but can be
improved upon by implementing the recommended flat rate tax structure on
withdrawals in the course of IRA reform.
Congress already demonstrated a willingness to forego future tax
revenues from IRA investments when it enacted the back-loaded Roth
IRA.292 Just at the time when the money to pay Social Security benefits is
expected to run low, retirees will begin to extract money from their Roth
IRAs free of tax, contributing nothing to either the general tax coffers or
the Social Security fund.29 3 Earlier, the author suggested that the Roth IRA
should be eliminated. If future general treasury revenues can be declined,
lawmakers should enact a solution that will justify those losses by
providing a new source of funding for Social Security. In keeping with the
idea of a unified retirement landscape, taxation of IRA withdrawals should
be used to help solve the Social Security dilemma.
F.

MAINTAINING THE RETIREMENT FOCUS

That early withdrawals from IRAs be subject to a 10% penalty 294 is
important. It is suggested that liquidity is an important consideration for
individuals who are thinking about saving, and that IRAs in general have

289.
See supra note 281 and accompanying text.
290.
See CASHELL, supra note 1,at 8 (noting that at some point general revenues will
have to be used to pay out benefits if no changes are made).
291.
Graetz, supra note 15, at 908.
292.
See discussion supra Part IV.A.
293.
See Hearing on Retirement Security and Defined Benefit Pension Plans Before
the Subcomm. on Oversight of the House Comm. on Ways and Means, 107th Cong. (2002)
(testimony of Ron Gebhardtsbauer), 2002 WL 20318369.
294.
See Jefferson, supra note 46, at 1457-58 (recognizing that the IRA was enacted
to facilitate retirement savings and that the early withdrawal penalty was added to further
ensure that the tax incentives were properly aligned with that goal).
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been avoided by younger and lower-income taxpayers because they fear
295
they will need that money before retirement and it will be unavailable.
But it is inconsistent with the concept of retirement savings to allow early
withdrawals.296 True, those taxpayers might well be in desperate need of
those funds several times throughout their working years-but when
retirement comes, they will be obliged to have been convincingly
encouraged to leave the money untouched. As discussed earlier,297instituting
a refundable tax credit might help to assuage liquidity concerns.
To ensure that the IRAs proper focus is maintained, the current
exceptions permitting early withdrawal without penalty should be repealed.
Special savings accounts such as the Education IRA 298 would more
properly serve such purposes. Congress could enact a tax-advantaged firsttime home buyer's savings vehicle similar to the Education IRA. 2 99 There
are already tax deductions allowed for certain medical expenses. 300 If
Congress is concerned that the provisions currently in place to assist with
medical costs are insufficient, perhaps an expansion of that area of the
Code should be considered.
Allowance for early withdrawals would be especially unadvisable if
the flat tax rate proposal were implemented. Such a benefit should only be
given to retirees, who deserve a reprieve from the harsh consequence of
recognizing years of appreciation in one year's income at progressive tax
rates, and who need a stable tax rate in order to sufficiently plan their
lifetime savings requirements. For non-retirement savings, taxpayers can
take advantage of the special tax rate already in place for investments. They
can simply invest with after-tax dollars and benefit from the lower capital
gain tax rates. 30 Besides, capital gain treatment would also be
advantageous because they could then utilize losses to offset gains or
ordinary income-an advantage they lose when IRA accounts are used.30 2
Another aspect of the IRA that currently helps to maintain its
retirement focus is that the retiree must begin to draw down the balance at

295.
See Comment, supra note 25, at 853-54.
296.
See generally Kaplan, supra note 16 (suggesting that all provisions allowing
early withdrawals without penalty should be immediately repealed).
297.
See supra Part IV.C.2.
298.
See I.R.C. § 530 (2000). It is worth noting that the Education IRA was
expanded through EGTRRA. See BRUMBAUGH, supra note 147, at 9.
299.
An examination of possible alternative savings vehicles similar to the Education
IRA is beyond the scope of this paper.
See I.R.C. § 213 (2000). See also I.R.C. § 220 (2000) (setting forth the
300.
provisions for Archer Medical Savings Accounts).
301.
See discussion supra Part IV.D.2.
302.
See supra text accompanying note 250.
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the age of seventy-one if he has not already done SO. 30 3 There has recently
been a movement in favor of allowing withdrawals to be postponed until a
later age. 304 The fact that withdrawals from Roth IRAs are not at all
mandated exposes its true purpose of encouraging savings rather than
retirement savings.305 By the age of seventy-one, retirees should begin to
draw upon their retirement savings to support a comfortable lifestyle. If it is
such that that money is not even needed for support by that time, then
clearly something has gone awry. IRAs are tax-advantaged savings
vehicles, and tax advantages come with a price. If the goal is to spend
money to induce retirement savings, then the provisions attached to
retirement savings vehicles should be tailored to ensure that purpose is met.
G.

OTHER ASPECTS TO KEEP IN MIND

1.

The Alternative Minimum Tax

One relatively quiet monster hidden within the Tax Code is the
alternative minimum tax (AMT).3 °6 Enacted as a means of curtailing taxavoidance schemes by the wealthiest taxpayers, this alternative measure of
liability is now casting its "shadow" on millions of middle-income
taxpayers due to exemptions that have not been indexed for inflation. 30 7 If
the AMT is not revised, roughly one-third of all taxpayers will be paying
higher taxes than the "normal" income tax as calculated through the various
Code provisions.3°8 Proposals often surface which address the AMT
issue, 309 but it has become such a large revenue producer that lawmakers
are reluctant to see it fall by the wayside. 310 It is triggered by such things as
tax credits and deductions, so care must be taken in accomplishing IRA

303.
See discussion supra note 84 and accompanying text.
304.
See, e.g., Senior IRA and Pension Preservation Act of 2002, H.R. 4978, 107th
Cong. § 2 (2002) (proposing a change to age eighty); Protecting America's Savings Act of
2002, H.R. 5553, 107th Cong. § 7 (2002) (proposing a change to age seventy-five).
305.

306.

See supra text accompanying note 103.

See I.R.C. §§ 55-59 (2000) for provisions relating to the alternative minimum

tax. See generally GREGG A.

ESENWEIN,

LIBRARY

OF CONGRESS,

THE ALTERNATIVE

MINIMUM TAX FOR INDIVIDUALS (Cong. Res. Serv. Rep. No. RL30149, Dec. 4, 2002), at
http://www.house.gov/markgreen/crs.htm, Long Reports, RL30149 (on file with author)
(providing a background on the AMT and discussing related issues and proposed solutions).
307.
See Jackie Calmes & John D. McKinnon, With Deficits Back in Picture, Bush
Agenda Faces Big Test, WALL ST. J., Nov. I1, 2002, at Al.
308.
See id.
309.
See, e.g., H.R. 5505, 5166 107th Cong. (2002).
310.
See Hube, supra note 235.
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reform to avoid unintended consequences for unsuspecting taxpayers. For
instance, long-term capital gains are likely to push one closer to AMT
liability. 311 Conversely, the fact that withdrawals from IRA accounts and
pension plans are considered "ordinary income" helps to fend off any AMT
advances.31 2
2.

Advertise and Educate People about the IRA Option

People should be given more information concerning their options
than they currently are. Advertising has, in the past, proved successful in
encouraging retirement savings.313 In a society where credit card debt runs
rampant, saving for retirement might be the furthest thing from a young
couple's mind. It is possible that many taxpayers are not aware of the tax
benefits available, which is a problem that could be addressed by a public
information campaign.
Studies have shown that the traditional IRA has been more successful
in attracting new savers because of the psychological effects of receiving a
current tax benefit. 31 4 If the suggestion for a refundable credit were enacted,
that psychological effect would be even more powerful. When coupled
with a new improved method of taxing future withdrawals, this newly
reformed IRA could be highly celebrated as the best thing to hit the
individual retirement savings scene since the introduction of the first IRA
in 1974.
V.

CONCLUSION

The IRA has solidified its place in the grand scheme of retirement
savings, rising from its somewhat modest birth to become a mammoth
among its pension and Social Security siblings. In light of its malleability,
it often makes an appearance in legislative proposals. Most recently, such
proposals have included increases in the amounts that individuals are able
to contribute. The legislature should instead focus on what will better assist
lower and moderate-income workers to be able to assure themselves a

311.
312.

AMT).

See id.
See id. (recommending manipulation of IRA income as a means of avoiding the

See Graetz, supra note 15, at 896 (discussing the unanticipated increases in IRA
313.
savings during the time they were universally available, due in part to mass marketing by
savings institutions).
See S. REP. No. 107-158(I), pt. B(2)(A), at 85 (2002).
314.
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comfortable retirement. This comment has suggested that the IRA in its
entirety should be reformed to better intermesh with the overall retirement
landscape. Efforts should be directed away from increasing contribution
limits and toward expanding the savers' credit, making it refundable. The
Roth IRA should be phased out. A new, advantageous, lower flat tax
structure should replace the current method of taxing IRA withdrawals at
ordinary income rates. Finally, the revenues collected from those taxes
should be earmarked as an additional source of funding for Social Security.
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